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Analysis of GTE Telephone Companies' Cermos Tariff Rates

an adequate revenue stream from its pay-per-view and information offerings over its hatf

of the Cerritos system, it should nevertheless bear all of the residual risks.

The three adjustments we identified are:

1. "Nonrecoyerable~. The 1arlff materials do not specify precisely what costs are

supposedly nonrecoverable. GTE has not adequately explained its inclusion of

llnonrecoverable costs.1I However, "nonrecoverablell costs are not generally used in

standard ratemaking practice by GTE or other LEes, and certainly dO not apply to a

situation where a customer makes an up-front lump-sum payment. GTE's entire

support for the "nonrecoverable" cost consists of the following verbal explanation

unsupported by any workpapers or calculations:

[A]nnual nonrecoverable cost reflects a portion of the investment and
rabor coat which must be recovered over the rewtnue life. The
Nonrecoverable costs are derived by computing an annuity for the
present value of capital investment plus income tax effects, based
upon the revenue life of the service and a discount rate equal to the
authorized rate of return for local exchange carriers. Depreciation,
retum and tax expenses were then subtracted from the annuity
amount 10 arrive at the total nonrecoverable COSp12

This explanation is not sufficient to replicate the annuity calculation used by GTE.

However, the annual IInonrecoverable cost: $303,784, represents an annuity payment

1hat would recover any undepreclated plant at the end of the 12 year service life and all

of the gross investment adjustment that is shown on Exhibit A to Transmittal 873.13

The annual depreciation charges shown on Exhibit B to Transmittals 873 and 874 will

not fully recover some $2.4 million of the Initial net book investment of $5,;48,981. This

conditions is typical of tariffed service offerings. The service life of an individual LEe

12 Transmittal 873 D&J, p. 11.

13 Different methods exist to calculate an annuity. The formula we used was
PV = (1/r) - (1/(r(1 +r»t, for t-years (12) and r interest rate (11.25%). Srealey and Meyers.
Pdnc1cles of Corporate Finance, (Fourth Edition). 1991,
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Analysis of GTE Telephone Companies' Cerritos Tariff Rates

service usually is less then the total productive life of the assets used to provide such a

service. Most of the $2.4 million remaining net plant balance likely represents

unrecovered investment in conduit plant. Conduit Investment represents about $3.099

million, or 52% of the total system investment.14 The service life is 12 years. GTECA's

current prescribed remaining life for regulated conduit Investment is 41.1 years.H5

Therefore, a substantial amount of the conduit investment will not be recovered over the

service life. It is not appropriate, however, to transfer responsibility for recovery of this

plant to Apollo under standard ratemaking practices. While Apollo might have

compensated GTECA in the nonregulated context for its share of the investment not

recovered by regUlated depreciation rates, under tariff regUlation such recovery is both

non-standard and inappropriate.

Recovery of the investment adjustment from Apollo also is clearly incorrect. GTE stated

that the $1.3 million adjustment to gross investment was to eliminate certain assets

"Such that the resul1ing net book value transferred to regUlated accounts reflects the

ysable DOrtion of the facilities as well as the value of the broadband network... "16 The

annuity payment represented by GTE's 'nonrecoverable" cost is sufficient to recover this

nonregulated investment adjustment as well as 1I1e undepreciated plant balance at the

end of Apollo's service term. Customers of regulated services should not bear

amounts that were not transferred to regulated accounts. Therefore, the

"nonrecoverable" costs have been improperly allocated to Apollo. Recovery of these

costs, if appropriate at all, must be the responsibility of the entity that benefited from

abrogation of the GTE/Apollo contract, Le., GTESC.

2. Admiojltration ggg. GTE's tariff support for annual "administration- costs is based

upon an annual charge factor of 9.33%. This is substantially higher that GTECA's

average administration expenses for 1993 and 1994. The factor fails to reflect the

essentially passive na1ure of GTECA's role with respect to ApOllO'S channel allocation.

14 Transmittal 873, Exhibit B, p. 1.

15 ARMIS Report 43-02 (1994), Table 6-7-1.

18 Transmittal 873, D&J, p. 8 emphasis added.
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Analysis of GTE Telephone Companies' Cerritos Tariff Rates

We recalculated the administration charge factor based upon GTECA's average total

company costs for 1993 and 1994 using data from ARMIS report 43-02. Only those

accounts which were consistent with GTECA's essentially passive administrative role

with respect to Apollo's 39 channels were included. These calculations are shown on

Worksheet 2. The resulting charge factor is 7.48%

3. Maintenance~. GTE's tariff support cost for annual"maintenance" costs is

based upon an annual charge factor of 3.95%. While GTE might argue that some

recovery of its maintenance costs from Apollo is appropriate, because when the

contract was deemed to be abrogated, GTECA assumed certain maintenance

responsibilities previously undertaken by Apollo.17 However, the factor used by GTE is

substantially higher than GTECA's reported plant specific maintenance costs for 1993

and 1994 for the specific classes of plant in the Cerritos system (primarily underground

cable and conduit). The plant specific average expense factor is developed on

Worksheet 2. It is 1.15% per year instead of the 3.95% used by GTECA.

We examined other available GTE video transport capacity tariffs in order to verify that

the annuaJ charge factors applied by GTE to the Cerritos tariff were excessive. The

annual charge factor used in Transmittals 873 and 874 exclusive of depreciation cost

recovery, Is 26.14%.18 several different GTE operating companies recently tariffed a

wholesale video transport service including a wholesale transport function analogous to

the network transport component of the cerritos system. As shown on Worksheet 4,

the average annual charge factor exclusive of depreciation for these video transport

offerings is only 14.89%. The charge factors are quite uniform across the various GTE

LEes. Thus, the operating and return/taX charge for the cerritos system Is about 89%

higher than these wholesale transport offerings. Unlike Apollo's 39-channel share of the

Cerritos system, the GTE LEes still must incur and recover marketing and management

costs with respect to the wholesale video transport service. Therefore, the cost data

supporting the wholesale video channel offering confirm, again, that GTE has not used

17 Transmittal 873, D&J p. 5.

18 See WorkSheet 1, line 39.
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"standardM ratemaking factors with respect to the cost development for Transmittals 873

and 874.

Worksheet 3, attached, demonstrates the appropriate ratemaking calculation for Apollo

under Transmittal 873, and shows the effect on GTESC's rate if the added costs that

were inappropriately included in the lump-sum charge under Transmittal 873 were

recovered instead from GTESC - the very entity that benefits from the supposed

abrogation of Apollo's contract. Instead of $81,764, Apollo's appropriate monthly

charge based upon standard ratemaking practice should be $67,571.74. Apollo is

owed a refUnd by GTECA of $1 ,196,151 exclusive of any accrued interest. The

corresponding tariff ra1e for GTESC shou'd be set at $94,422 per month rn order to

ensure that GTECA's other regulated activities do not bear any of the "costs" that GTE

originally identified in the tariff filings. This monthly rate gives GTESC a pro mt! credit

for the excessive GTECA annual administration and maintenance costs associated with

Transmittals 873 and 874. If the Commission determines that the total charges to

Apollo and GTESC should still recover the annual costs identified by GTECA, then

GTESC should pay $105,956 per month. See Worksheet 3.

IV. Conclusion

GTE's claim that it is not discriminating between Apollo and its affiliate GTESC is based

mainly upon the identity of the tariff charges applied to the two entities. This identity of

charges is irrelevant, however, to the economics of the present Cerritos situation, in

which Apollo stands merely as a customer of GTECA and GTESC stands as an affiliate

of the LEe. Apollo's tariff rate should be calculated as that for a customer of GTECA, a

customer whose own business activities eliminate most marketing and administration

costs typically associated with GTECA's retail end user services. GTESC's rate should

be calculated as that for an interested affiliate of GTECA, an affiliate which gained

certain economic opportunities when the contract with Apollo was ostensibly abrogated.

Therefore, GTESC should bear all of the residual risks of the project rather than sharing

these costs with GTECA's customer, Apollo CableVision.
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SUmmary Qf Worksheets

Worksheet 1 mainly replicates GTECA Exhibit B, p. 1 of 2 in Transmittals 873 and 874.

Unes 39-41 compare the charge factors used by GTECA with the other charge factors

used In GTE tariff filings.

Worksheet 2 develops comparable average charge factors from GTECA's ARMIS 43-02

reports.

Worksheet 3 recalculates the appropriate charges for Apollo and GTESC using the

reduced administration and maintenance charge factors from Worksheet 2 and

eliminating the so-called "non-recoverable" cost from Apollo's tariffed charge. Wnes 21­

23 of Worksheet 3 are a comparison involving GTECA's annual charge factors for costs

that are olear1y not relevant to Apollo's 39 channels, including marketing and GTECA's

other administration costs like procurement and research and development. This

comparison shows that the actual charge factor applied to Apollo'S portion of the

system [23.2%, Worksheet 3, line 17] would closely equate to the charge factors that

GTECA would utilize in an end user tariff filing for a service that it administered and

marketed itself (unlike Apollo's service)

Worksheet 4 shows the development of the net charge factors, after depreciation, from

other GTE companies' wholesale video service offerings, and shows that the

comparable charge factor used in Transmittals 873 and 874 was considerably higher.
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WORKSHEET 1

~: REPUCATION OF GTE COST ANALVSIS

INVESTMENT
1 Buildings $7,232.09
2 Fumtture $1,286.16
3 Analog 9Nttching $20,747.37

1
4 Circuit $809,023.93

'I 5 UG Metallic Cable $2,011 ,623.27
6 Conduit $3,099,062.64
7 Total Material $5,948,975.46
8 Net Salvage Value $0.00

9 Net Material Coet $5,948,975.46
GTE Percent of

ANNUAL COSTS Net Mat'l Cost
10 Building - D8p $212.71 0.00% 25
11 Fumtture-oep $91,60 0.00% 26
12 Switching - Dep $1,595.95 0.03% 27
13 Circutt-Oep. $80,903.29 1.36% 28
14 UG Cable-Oep. $143,887.38 2.42% 29
15 Condult-Oep. $61,981.25 1.04% 30
18 Retum $334,630.32 5.63% 31
17 F&SIT $214,498.03 3.61% 32
18 Annual ·nonrecoverabieN $303,784.03 5.11% 33
19 Administration $555.239.80 9.33% 34
20 Other $0.00 0.00% 36
21 PrapertyTax $30,711.41 0.52% 36
22 Maintenance $235,000.09 3.95% 37

23 Total Annual Cost $1,962,336.06 Charge factor 32.99% 38

24 Monthly cost $61,764.00 Charge Factor w/o
Depreciation 28.14% 39

L38 -L25 to LSO

Admlnisb'2ltlon &
Maintenance 13.28% 40

L33 + l37

Percent of Tetal 40.27% 41

\

'.:fI
}
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WORKSHEET 2
AVERAGE GTECA COMPARABLE DATA AND CHARGE FACTORS
Comparebfe expenses as a percent of net plant

1 Total Net Plant 4,674,843 4.798,684

~

ExpenMs CompetBble toApollo System

j Land & Buildings Expense 62,733 60,431
Furniture 6,019 5,176

i 2 Subtotal 68,752 1.47% 65,607

AnaJog Swttching specific 4,824 4,554

{
Circuit specific 22,034 21,873

t, UG CabIe specific 23,588 27,419

'1 Conduit spectftc 2,073 2,589
3 Subtotal 52,519 1.12% 56,435

NetworK Administration 47,126 54,900
Plant Cps Adminlstra1lon 40,119 46,324

4 Subtotal 87,245 1.87% 100,224

5 Corp. Ops - Direct 203,091 4.34% 183,497

Total Comparable factor Averageot
1993 &94

6 Adminll1ration 7.48%
Ls2,4 &5

7 Maintenance 1.15%
L3

1.37%

1.18%

2.09%

3.82%

ComparaiIve &pen. Factors

TotIII GS Expense
Total Plant Specific
ToteI Cuatomer Ops

213,818
504,254
343,559

4.57%
10.79%

7.35%

195,095
502,485
334,102

4.07%
10.47%
6.96%

Sourr:s: GTECA Form 43-02, 1993and 1994



WORKSHEET 3
ADJUSTMENT FOR RATEMAKJNG OVERSTATEMENTS

Overstatld Admlniatl1tion and Maintenance
WIth Annual ·nonrecoverable· expense enminat8d

SOurce Amount

1 Net Book Per GTECA

2 GTECA Average Admin.
3 GTECA Average Maint.
4 RevIled Admin Cost
IS RevIMd Maim. Cost

6 Totel ReviMd Overheads
7 DIfference from GTECA

9 0Yersta1ad expenMS
10 Percent of total

WorkIheet(WS} 1

WS2., L6
WS2, L7
L1 * L.2
L1 * L3

L4+L5
(WS1,L19+122) -L6

WS1, L18

L7 +LB
L1/WS1,L23

$5,948,975

7.48%
1.15%

$445,012
.,398

$513,410
$276,830

$303,784

$680,614
29.6%

11 AdjuAtd Annual Cost Apollo [WS1,L23 -19]/2
12 Monthly Cost to Apollo L11 /12
13 Percent of GTE L12 ~1,L33

14 TransmlttaJ 873 Charge
15 Correct tariff rate
1e Due to Apollo

17 Revl8ed charge factor for
Apollo [S88 Una 21 -23]

GTE
L13*L14
L14 - L1S

WS1,L38 * L13

$690,861
$67,671.74

70.4%

$4,042,702
$2,846,551

$1,186,151.22

23.2%

INonreccMnble I
L..--._T..:....:otaI=-_.. Cost Only .

18 AdjU818d Annual Cost GTESC WS1,L23/2 + L9/2
WS1 ,1.23/2 + LBI2

19 Monthly charge for GTESC L18 / 12

20 Total Annual Cost Recovered 12*U2 + U8

$1,271,476

$"IOS,see

$1,962,336

$1,133,060

$94,422

$1,823,921

Demon.".."", that addIticn ofoperating expenses would
prodt.J(» a fNIJOfJIIbJe charge factor:

21 MarketIng
22 Net Corporate operations

[w/o R&D, Proc &Flnance}
23 Cornpcxllte factor

78,403
109,625

1.6%
2.3%

27.1%



WORKSHEET 4
COMPARISON OF CERRITOS CHARGE FACTOR
WITHOUT DEPRECIATION TO
GTOC Wholesale Video Transport Service

1 Transmtttal873, 874 Total Charge
factor without Depreciation 28.14%
[Worksheet 1, L39]

GTOCe Rates for Wholesale Transport - all years

Charge Factors
State MHz Capacity Rate w/o Depreclaton

MI 40-450 MH $3,en.92 14.64%
MI 50-550 MH $4,222.88 14.92%

IL 40-450 MH $4,182.68 15.84%
IL 50-550 MH $4,260.12 15.88%

MN 4O-450MH $4,304.45 15.63%
MN 5O-550MH $4,382.17 15.70%

KY 4O-4S:lMH $4,981.87 11.66%
KY 50-550 MH $5,065.36 11.71%

MO 4O-460MH $4,403.49 18.05%
MO 5O-550MH $4,480,02 17.65%

AR 4O-450MH $4,345.36 13.47%
AR 5O-550MH $4,225.59 13.5S%

2 AVERAGE 14.89%

3 Transm. 873,874 dlffer8nce 88.~higher

Souroe:
GTOC &GTESTC - Joint Tariff FCC 1
TransmltlBl #1, May 19, 1995



WiUlam Page Montgomery

WIllIam Page Montgomery, 1he Principal of Montgomery Consuttlng, has many years of
experience studying. variety of economic and public policy aAt" affeoting the
tIJecomnunicatlons Industry - Including regulatory theory, cost and pricing Issues, access
servfces, and network management.

He has been directly Involwd 1n tl,md,.;js of public policy and rate matters before many state
public utilly commissions, and the FederaJ Comln.lnioations Commission. He has conducted
economic and policy studies for corporate, oonsumer and public sector clients Including the
International Communioatlons Auociatlon, several state consumer advocates and other
organizations. In 1993, he was co-recipient of the Industry Achievement Award from the rCA

Mr. Montgomery has undertaken a variety of research projects for regulators In several
jurildlctions, and h.. participated in projects undertaken for state consumer groups, attomeys
gene.. and other state agencies. These have included consulting assignments on behalf of the
Connecticut Public Utilities Control Authority, the District of Columbia Public Service
ColT1fTliesion, the Washington Utilities and Transportation CornmIs8lon, the MInnesota
Department of Public Service, the Kansas Corporation Commission, the Common Carrier
Bureau, Federal Communications Commission and the Canadian Radio·tel8vision and
Telecommunications Commission.

He has a J.D. degree from the Duke University School of Law; and a B.A., magna cum laUde,
in economics from Butler University. Previously, he was the senior VIce President of
Economics end Technology, Inc. for 16 years. From 1974-n he was employed by the
Regu'-1ory Law DMslon of the U.S. General Services Administration In Weahington, serving at
the end of his tenure in 1he capacity of the chief counsel for telecommunications regulatory
activities.

PAR11CIPAll0N IN FCC. STATE AND OTHER REGULATORY MATTERS

FCC Docket FCC Docket
or Other or Other
Mattw WUCtMltter ratter Subltct Matter

84-4e9 Revision of Uniform System of
7&.72 MTS and WATS MarMt Structure Accounts
79-106 De1arifftng Installation Inside Wiring 84..aoo Rates of Return for Interstate Services
79-245 Cost AHocation Manuals
79-248 AT&T Private Une Restructure 8+1235 Guidelines for Dominant earners
80-288 FecI....I·Stat. Joint Board Separations Optional Tariffs

InJMltigatlon 85- Annual 1986 Acceu Tariff Filings
80-785 AT&T WATS: Time of Day Rates 85-28 Fumlshlng CPE by Exchange Carriers
81-893 Deregulation of AT&T customer SS-88 Detarifflng of Billing/Collection

PremiNa Equip".,.nt Services
83-426 lnveetigatlon of ·Private Carner" Status 85·107 rntemational Competitive CarrIer

and Part 94 Policy
83-1146 Investigation of Olvesttture R.1ated 85-124 Feature Group AlB Access Service

Tariffs 85-128 Investigation of AT&T PRO America
83-1147 Long--rvn Regulation of AT&T Tariffs
8+3e9 Investigation of Special Construction 85-166 Inves1jgation of LEe Special Access

Tartrrs Tariffs
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FCC Docket FCC Docket
or Ottw' or Other
Milttel' SubJlat Mllter M.ltr SubI9ct Matter

87·530 Investigation of Private Network
86-203 AT&T RBYlalons to Tarlfts 1r 9, and 10 Access

(SON) 87·568 Investigation of AT&T Custom
85-229 Computer Inquiry '" (Phases I and II) Services Tariffs
86-308 Amendments 01 Annual Form M & 87-611 Inve.tlgatlon of AT&T 1988 Tariff

Report 901 Revisions
85-326 AT&T Revisions to Tariffs 2,9 and 10 1987-88 Petitions Regarding FCC Network

(Megacom) Jurisdiction
85-400 AT&T Revisions to Tariffs 9, 10, and 88-1 Investlgetion of Annual 1988 Access

11 (private lines) Tariffs
86-125 Midyear 1986 Access Tariff Filings 88-2 Review of Open Network Architecture
86-1 Aevlalons to Parte 67 and 69 of Rules S8-138 Investigation of Tariffs for DS3
88-10 Proviaiona of 800 Servtce Number SeN~es

Portability (Ph.. I and II) 89-79 Investigation of Part e9 Rules for ONA
88-79 Rules for BOC Marketlng of CPE and Other Services
8&81 AT&T WATS Rates 89-824 Investigation of Rate of Retum for
86-111 Amendment of Part 31 Accounting for Access Servtces

Cfus A/8 Companies NTIA US Tefecommunications Infrastructure
86- (misc.) Petitions for Waiver of Part 69 - NTS Investigation

Costs 90-132 Regulation in Interexchange Servlces
86-125 Phue 11985 Aooeas Tariff Filings Market
86-182 Reporting Regulations for Tier 1 91·141 Expanded Special Acceas

CarrIe,..: (ARMIS) Interconnection of LEC Services
8e-297 Amendment of Part 67 - Sep8J'&tions 91-213 Local Aeoe86 and Transport Pricing

Rules Investigation
86-421 Investigation of Dominent: Carrier 92·13 Non-domlnant Interexchange Carrier

Deregulation TaJ1ff FIling Requirements
NTIA RevIew of Rate of Return Regulation 92·91 Investigation of ONA Tariffs
USv. AT&T Triennial Revtew of BOC Business 92-101 Investigation of Ratemaklng

Reatrlctions Treatment of FAS 106
88-497 Revieions to Rate Sue Accounting 92·222 Switched Access Interconnection of

Rules LEC Services
86-423 Revised Une Power Requirements for 92·266 Cable Act Implementation I Program

081 Services Access
80-286 Joint Board Investigation of COE 92·266 Cable Act Implementation I Rate

separations (1987) Regulation
87·113 1see Access Charge Rule Changes 93-22 Implementation of Telephone
USv. AT&T Review of BOC Provision of Switching Disclosure and Dispute Resolution Act

Services 93-215 Cable Act Implementation I Cost of
87-215 Inveetigation of Acceae for Information Service

Services 93-251 Modifications of Coat Accounting
87-313 Regulatory Refonn for Dominant Rules

CarrIers (prtce Caps) 93-252 Investigation of Telecommunications
81-447 Amortization of Depreciation Reserve Fraud

Deficiency 94-1 LEC Price cap Performance Review
87-489 Represcrlrtlon of the Authorized 94-102 Compatibility Rules for Enhanoed 9-1·

Rates of Return 1 Service
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